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LESSON  III. 


The  Canadian  Banking  System. 

Read:  Money  and  Banking,  Chapters  20  and  21. 

Breckenridite,  History  of  Banking  in  Canada, 
Chapters  1,  2,  8  and  4. 

(A  general  knowledge  of  these  chapters  will  be  sufficient). 

There  are  twenty-three  banks  in  the  Canadian  banking 
system,  possessing  combiiied  assets  of  $1,575,30 <,59fi  and  lia- 
bilities of  $1,330,488,768,  according  to  the  government  returns 
of  June  30,  1914.  These  banks  have  branches  scattered 
throughout  Canada  from  the  Atlantic  to  the  Pacific  and  many 
agencies  and  branchcif  abroad.  The  system  as  a  whole  is  so 
familiar  to  Canadian  readers,  and  so  complete  is  the  informa- 
tion accessible  elsewhere,  that  only  the  essential  details  of 
Canadian  banking  will  be  sketched,  more  attention  being  given 
to  foreign  systems.  The  full  text  of  the  Bank  Act  should  be 
studied  in  connection  with  what  is  said  here.  Copies  of  the  Act 
may  be  secured  upon  application  to  the  Deputy-Minister  of 
Finance,  Ottawa. 

Revision  of  1913. 

It  is  usual  to  revise  the  act  every  ten  years.  In  the  natural 
course  of  events  it  should  have  been  revised  in  1910 ;  but  owing 
to  conditions  into  which  it  is  not  necessary  t-^  enter  here  this 
did  not  take  place  until  1913.  It  is  the  Act  as  revised  in  that 
year,  therefore,  whose  outline  will  be  sketched. 

The  conditions  under  which  a  bank  may  be  organized  are 
as  follows:  An  act  of  incorporation  is  obtained  from  Parlia- 
ment by  means  of  an  application  signed  by  five  responsible 
nen  who  are  able  to  convince  the  Banking  and  Commerce  Com- 
nittee  that  the  venture  is  a  bona  fide  and  sound  one.  If  the 
lommittee  reports  favorably  it  may  usually  be  taken  for  grant- 
id  that  Parliament  will  grant  the  charter.  When  letters  of 
ncorporation  have  been  granted,  after  ten  days'  notice,  the 
(rovisional  directors  may  advertise  for  public  subscriptions  to 
tock,  and  cause  stock  books  to  be  opened.    No  bank,  however, 

•an  be  incorporated  with  a  capital  less  than  $500,000,  of  which 
250,000  must  be  paid  in  before  it  can  begin  business. 

When  these  conditions  have  been  met  the  provisional  di- 
ectors  .nay,  after  four  weeks'  public  notice,  call  a  meeting  of 
ihareholderg  for  organization  purposes.  At  this  meeting,  the 
ubscribers  must  elect  five  or  more  qualified  directors  to  re- 


pi'ce  the  proviiional  directors,  and  determine  the  date  of  the 
an.ual  mc-tin^,  etc.  A  certificate  from  tlie  Treasury  Board— 
wM^T't. -.'?'*  ^t^Vf,  Council,  usually  five  in  number,  of 
which  the  Mmister  of  Finance  is  chairmi.       permitting   the 

fh.  rJ?„,l"'"'"''"^S.f"''"t"  "'^y  ""^  ^^  's^^u^d,  provided  that 
the  followmgr  conditions  have  been  met: 
•nH  i,'.  J*"?'  'he  payments  and  subscriptions  are  all  genuine 
and  made  m  conformity  with  the  law. 

„...  \'^^i^  ""^  ''^.P"'''  "^  »250,000  with  the  Minister  of  Fi- 
nance has  been  made,  and  is  still  in  his  hands, 
elected  "'*  directors  are  qualiflpd  and  have  been  regularly 

are  rlasMabl'*"'  "'^"'''  "^  incor,  .oration  ard   organization 

WhEIl"'  uKl^^"  requirements  have  been  met  wif  n 
«Kn,in.       *'.*^T  conditions  are  met,  the  $250,(00— lea» 
15,000  as  an  initial  payment  for  the  guarantee  of  note  ci^ula! 
tion-is  returned,  and  a  certificate   issued,  under  which  th^ 
bank  may  begin  business.  ^"' 

Experience  is  an  exhaustive  dictionary;  and  ex- 
perience has  defined  the  conditions  under  which 
sound  banking  may  be  carried  on.  And  if  experience 
IMS  emphasized  one  banking  fact  more  than  any 
other  It  ,s  this  — that  the  proper  place  to  end  ut 
sound  banking  is  where  H  begins.  Banks  are  quasi- 
public  institutions;  they  should,  therefore,  be  or- 
ganized under  strict  and  definite  regulations  only. 

Bank  By-laws. 

■n.r  J.^o'i"?!?"'?!"  TS'  ""*'  ''y-'"*»  reflating  the  follow- 
ing  matters :  the  date  of  the  annual  meeting  at  which  the  share- 

et'i  o'f  dt"L'i'"r'"^V  *^,  """"^"-  ''"°^"'"'  QualificatloSt 
fh^S,,^  '^'°'^''  «""**  °^  '°""^  «'■  discounts  to  directors  o^ 
to  any  one  person,  firm  or  corporation ;  authority  to  contribute 
to  guarantee  and  pension  funds,  etc  It  was  provided  that 
copies  of  a  bank's  by-laws  must  be  sent  to  the  shireholde™ 
before  the  end  of  1913,  the  year  in  which  the  Act  was  last^ 
fifth  yea"r  *''""'""  ^'*'''"  ''"  '""°t»>s  after  the  end  of  eaA 


The  Board  of  Directors. 

The  property  and  concerns  of  the  bank  are  managed  bv  a 
board  of  directors  who  are  elected  annually,  but  who  are  sub- 
lows-"  ""''^'="°^-    '^^^  qualifications  of  a  director  ar^Mf^lI 
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Each  director  shall  hold  stock  of  the  bank  as  absolute  and 
I  sole  owner  In  his  Individual  right,  nn  which  not  less  than 
I  $3,000  to  $5,000  has  been  paid  up,  the  a  nount  varying  accord- 
j  ing  to  the  paid-up  capital  of  the  bank.  This  amount,  however, 
}  may  be  increased  by  by-la-v. 

i  The  majority  of  the  directors  must  be  British  subjects 
i  living  in  Canada.  The  rules  are  also  laid  down  under  which 
I  directors  shall  be  elected,  also  the  president  and  vice-president. 

ji  Sharer  and  Shireholderi. 

I  Four  or  more  of  the  directors,  or  twenty-five  of  the  share- 

*  holders  who  own  not  less  than  one-tenth  of  the  paid-up  capital 
stock  of  the  bank,  may  call  a  special  general  meeting  at  any 

I  time  to  consider  matters  of  emergency. 

Voting  is  by  ballot,  and  each  shareholder  has  one  vote  for 
r    each  share  owned.    Shareholders  may  vote  by  proxy,  but   no 

•  shareholder  who  is  also  an  employee  of  the  bank  is  allowed  to 
!•  vote. 

•i 

The  capital  stock  of  the  bank  may  be  increased  at  any  time 
by  by-law  passed  at  a  general  meetinir  of  the  shareholders,  sub- 
ject, of  course,  to  the  approval  of  the  treasury  board.  Provi- 
sion is  also  made  for  the  reduction  of  the  capital  stock  if  such 
action  should  become  necessary. 

There  must  be  printed  on  each  page  of  the  stock  book 
upon  which  subscriptions  for  new  stock  are  recorded,  and  "on 
every  document  constituting  or  authorizing  such  subscriptions, 
on  a  part  of  the  page  and  document,  resp«  ctively,  which  may 
be  readily  seen  by  the  person  recording  the  subscription,  or  by 
the  person  signing  the  document,  a  copy  of  Section  15  5  of  the 
Act,"  which  provides  for  the  double  liability  of  the  sharehold- 
ers. The  double  liability  feature  is  a  moLt  important  safe- 
guard for  the  depositor  and  noteholder,  and  should  make  for 
the  sound  conducting  of  a  bank's  affairs. 

Not  only  in  Canada  but  in  the  United  States — 
in  the  National  Bank  Act  and  in  the  banking  legis- 
lation of  many  of  the  different  states — the  double 
lial  Hty  of  shareholders  has  been  made  an  integral 
part  of  the  act  under  which  banks  are  organized. 
The  reason  is  that  the  depositors  of  the  banks  are 
creditors  of  an  entirely  different  sort  from  those  of 
other  institutions.  Moreover,  this  provision  should 
make  the  shareholders  doubly  anxious  to  secure  not 
only  the  keenest  but  the  most  cautious  and  conser- 
vative directors. 


Sharekoldfrt'  Audit. 

Until  the  Act  wa»  revised  in  1913  the  Inspeaion  of  the 
head  office  and  branches  was  left  under  the  care  of  the  banki 
themselves.  This  work  was,  on  the  whole,  done  efficiently  and 
well.  It  is  i.ue  there  were  several  glariner  cases  of  fraud  and 
mismanasrement,  but  considering  the  system  as  a  whole,  the 
inspection  was  efficient.  Probably,  in  any  event,  too  much 
stress  has  been  laid  upon  inspection  as  a  safesuard  for  Cana- 
dian banking.  The  safety  of  a  bank  depends,  in  laat  analysis, 
upon  the  skill  and  efficiency  of  its  management,  and  the  ability 
of  officials  to  keep  the  assets  sound  and  liquid.  No  amount  of 
inspection  will  guarantee  a  bank  against  bad  banking  practice. 
That  must  be  left  to  the  ability,  the  judgment  and  the  trainir  r 
of  those  m  charge. 

After  the  f'armers'  Bank  debacle,  a  demand  arose  for  some 
sort  of  government  regulation  or  inspection.  It  was  felt,  how- 
ever, that  such  a  procedure  would  throw  too  ^reat  responsi- 
bility upon  the  government.  It  would  probably  have  led,  among 
other  things,  to  a  demand  for  a  government  guarantee  of  note 
issues  and  deposits.  In  response,  however,  to  the  wish  of  a 
certain  section  of  the  public,  the  Act  was  so  amended  in  1913 
as  to  provide  for  a  shareholders'  sjdit,  in  addition  to  the  work 
of  private  inspection  carried  on  by  the  banks  themselves. 

The  general  managers  of  the  banks  select  a  panel  of  not 
Uwer  than  40  auditors,  who  are  approved  by  the  I'inister  of 
Finai.ce.  From  this  panel  the  shareholders,  at  the  annual 
Ejeeting,  select  one  or  more  auditors  to  make  a  report  to  the 
shareholders,  covering  the  following: 

(o)     The  accounts  examined  by  them. 

(6)     The  checking  of  the  cash  and  securities. 

(c)  The  statement  of  the  aflfairs  of  the  bank  submitted 
at  the  annual  meeting. 

The  auditors  must  also  state: 

(o)  Whether  they  have  obtained  all  the  information  and 
explanation  they  have  required. 

u  1  ^^2  Y*'^'''*'''  '"  **'*''■  opinion,  the  transactions  of  the 
bank  that  have  come  under  their  notice  have  been  within  the 
powers  of  the  bank. 

*  .J"!  Whether  the  cash  and  securities  agree  with  the  books 
of  the  bank. 

•  iu^'^^  Whether,  in  their  opinion,  the  statement  referred  to 
in  the  report  has  been  properly  drawn  up  so  as  to  exhibit  a 
true  and  correct  view  of  the  state  of  the  bank's  affairs,  accord- 
ing to  the  beat  of  their  information,  and  the  explanation  given 
to  them,  and  as  shown  by  the  books  of  the  bank. 

Every  auditor  of  a  bank  has  the  right  of  access  to  the 
books,  cash,  securities,  and  records  of  the  bank,  and  may  re- 


i  quire  from  the  director*  and  officers  «uch  Information  md 
1  explanation  ai  may  be  necc^  -ary  for  the  performance  o.  .i  a 
I  duties.  He  may  also  visit  any  branch  to  loolt  into  its  affairs  If 
1  he  deems  it  -dvisable.  The  expense  of  the  audit  is  borne  by 
i  the  banl<  for  which  the  service  is  rendered.  The  Mmister  of 
;  Finance  may  demand  a  special  audit,  in  which  case  the  expense 

is  borne  by  the  government. 
'  Internal  iiisitvctmn   Ikik  nehifvcl  at   leant  an 

-'  .  fficient  rrHultH  as  Dorenimriit  ('•  • ,    rtinn.  ifhcr- 

ever  the  latter  han  hriii  tried.     '  /'(     hareholilrrn 
audit   may  nield  ileniralile   reniiU       .id  nmre  an 
effective  siipplementaru  aid  la  internal  inspection. 
'i  ilnt  in  lant  analmis  the  nhareholders  and  the  public 

■i  must  place  their  faith  in  the  snniid  tmsinem  prac- 

tices of  the  men  in  cnntrnl.  It  is  both  an  art  and  a 
science  to  keep  the  assets  sound  and  liquid:  and  that 
must  he  left  to  'hi;  judgment,  skill  and  experience 
of  the  hankers  themselres.  For  all  the  legislation 
ir  the  world  irill  not  achieve  these  ends. 


:=•  Divid     Jt. 

"j.  Directors  may  declare  quarterly  or  half-yearly  dividends, 

I  but  no  dividend  or  bonus  can  be  declared  which  shall  impair 
1  the  paid-up  capital  o^  the  bank.  Moreover,  no  dividend  above 
I  8  per  cent,  can  be  d  red  unless,  after  paying  all  bad  and 
f  doubtful  debts,  the  bi  ■  has  a  surplus  or  rest  fund  equal  to  30 
jl  per  cent,  of  its  paid-up  capital. 

1  The  leading    banks    of    the    world    have  been  obliged 

1  by  law  to  adopt  the  principle  of  compulsory  reserves. 
f  In  Canada,  however,  the  banks  are  permitted  to  use  their  own 
judgment  as  to  the  amount  of  legal  tender  money  which  they 
^  shall  hold  by  way  of  reserves  in  their  vaults.  The  only  regula- 
tion laid  down  in  the  Act  which  is  coi.apulsory  is  that,  of  the 
reserves  which  each  bank's  self-interest  requires  it  to  keep,  at 
least  40  per  cent.  mu.st  be  in  Dominion  notes.  This  regulation 
was  established  at  a  time  when  the  Government  felt  it  needed 
to  find  an  outlet  for  its  own  currency.  That  time  has  long 
gone  by  and  there  appears  at  present  to  be  no  particular  reason 
for  enforcing  this  section  of  the  law.  The  banks  have  found  it 
very  convenient,  and  have  permitted  the  Government  to  bear 
nearly  all  the  expense  of  holding  Canada's  gold  supply,  while 
they  maintain  a  large  part  of  their  reserves  in  the  form  of 
Dominion  legal  tenders.  In  fact,  only  a  comparatively  small 
amount  of  the  total  value  of  Dominion  notes  outstanding  is  cir- 
culating throughout  the  country,  the  greater  share  being  held 
in  the  vaults  of  the  banks.     Arrangements  for  issuing  Do- 
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minion  notes  in  exchange  for  gold  and  for  redeeming  them  are 
made  at  the  branch  offices  of  the  Department  of  Finance, 
namely:  Toronto,  Montreal,  Halifax.  St.  John.  Winnipeg,  Vid 
toria,  Charlottetown,  Regina  and  Calgary. 

Beyond  a  doubt  the  Canadian  system  of  voluntary  reserves 
has  worked  exceedingly  well.  Legal  minimum  reserves  im- 
pede, mstead  of  helpmg,  a  bank's  operations  in  time  of  crisis 
or  monetary  stringency.  Generally  speaking,  the  leading 
K?*^7"*™'  of  the  world  require  a  fixed  ratio  between  the 
Tf  u  n!^r*i"""?'?'  'II'''.'"  ^^'^"'^  ""^  '•'«  '^^'"aid  obligations. 
li^J^J^^uy^  ?•'"'"  *''**  ^l'^"  *»t  ™t'°  has  been  reached,  the 
demand  obligations  can  not  be  increased  without   increasing 

not  be  done.  Gold  and  other  legal  money  is  scarce.  At  the 
^A  ?iwl  "?""=••  "^  '^  withdrawn  from  the  banks  and  hoard- 
tt  ,IJ  f-  "'«'s '8  world-wide,  all  the  banks  bid  for  gold  at 
the  same  time  and  raise  its  value. 

•ii.^"i'  '^'  "', '"  'he  Canadian  system,  the  banks  can  lend 
without  regard  to  a  fixed  reserve,  the  situation  lends  itself  to 

TZ'^l^L  ^"'S;'  '^  ''?""''  ">«*  '"""^  <=«"  be  secured  on 
good  collateral,  confidence  is  restored;  and  the  banks  can 

??m.".^«,^  "'P''"'"''  *''"''•  ''''"''  "«  business  conS?Cs  b" 

.  Liqmd  assets  are  more  important  than  heavy 
If  Bf  reserves.  The  good  judgment  of  the  banker, 
ana  the  holding  of  sound,  short-time  paper,  will 
provide  a  steady  stream  of  payments  to  the  bank, 
wtitch  are  worth  more  than  reserves  of  legal 
money  however  important  the  latter  may  be  In  a 
time  of  cnsjs.  the  important  thing  is  to  protect  the 
l^stomer  byaranting  him  accommodation  on  good 
collateral.  The  necessity  of  maintaining  a  legal 
reserve  may  greatly  hamper  the  bank  under  sich 
conuitions. 


Conditions  of  Note  Issue. 

The  note  issues  of  Canadian  banks  are  limited  to  the 

th^Td  of  tt7n ''•"''  '='^'"^'  ^'~'''  «««Pt  ^'°'"  September  to 
the  end  of  the  following  February,  when  they  may  be  increased 

cLZiTh""*  '?""'  *°  ^^  P"  '=^"t-  of  the  combined  paid-up 
capital  and  surplus,  or  reserve.  On  this  issue  a  tax  of  fixe  ner 
cent.  IS  payable  to  the  Minister  of  Finance  The  notel  are 
feTthan  flve^".'}'^  '°  ^T^'  .^°  ""**  '=''°  "«  '««"«d  ?or  a  sum 
tfpfes  of  five  "'  *"■  ''«"°"'i"''tions  must  be  mul- 
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In  addition  to  the  emergency  circulation,  designed  to  place 
the  banks  in  a  position  to  take  care  of  the  dealers  and  fanners 
at  crop-moving  periods,  provision  was  made  in  1913  for  the 
issue  of  notes  against  the  deposit  of  current  gold  or  Dominion 
notes,  or  either,  at  any  time.    No  tax  is  paid  on  such  issues. 

These  "gold  reserves",  which  form  the  basis  of  additional 
notes,  are  under  the  control  of  four  trustees.  Three  are  ap- 
pointed by  the  Canadian  Bankers'  Association,  and  one  by  the 
Minister  of  Finance.  It  is  the  duty  of  the  trustees  to  receive 
gold  or  legal  tender  from  the  banks,  and  to  issue  notes  thereon 
up  to  the  amount  deposited.  When  any  part  of  the  amount 
deposited  in  the  central  gold  reserves  is  not  required  for  the 
purpose  of  issuing  notes,  the  surplus,  upon  formal  application, 
is  returned  to  the  banks.  The  central  gold  reserves  are  sub- 
ject to  frequent  inspection  and  audit  by  the  Department  of 
Finance. 

When  all  the  provisions  with  respect  to  note  issues  are 
considered,  it  will  be  found  that  Canadian  banks  are  in  a  pecu- 
i  liarly  fortunate  position  as  compared  with  the  banks  of  other 
countries.  No  special  security  is  demanded  by  the  law  as  a 
basis  for  note  issues — save  in  the  case  of  the  gold  reserves — 
the  notes  being  based  upon  the  general  assets  of  the  bank.  The 
Canadian  notes  are,  therefore,  possessed  to  the  highest  degree 
of  the  chief  quality  of  an  effective  bank-note  circulation — 
elasticity.  They  expand  with  ease,  and  contract  by  steady 
presentation  through  the  various  clearing-houses.  They  are 
as  safe  as  any  currency  in  the  world ;  and  form  an  almost  ideal 
circulating  medium  for  business  men  and  the  community  at 
large. 

Canadian  banks  may  issue  notes  in  pounds  sterling  at  their 
agencies  in  any  British  colony  or  possession  outside  of  Canada. 
The  denominations  of  such  notes  are  limited  to  one  pound 
sterling  or  any  multiples  of  that  sum,  and  the  amount  issued 
in  this  way  must  be  treated  as  a  part  of  the  general  circulation 
of  the  bank. 

Reference  has  already  been  made  to  the  fact  that  each 
bank  must  maintain  with  the  Minister  of  Finance  a  deposit 
equal  to  5  per  cent,  of  the  average  annual  circulation  as  a  guar- 
antee of  its  note  circulation.  For  all  notes  redeemed  out  of 
this  fund,  in  the  case  of  a  bank  that  has  gone  into  liquidation, 
the  fund  has  the  same  rights  against  the  estate  of  the  failed 
bank  as  any  other  holder  of  notes.  Interest  at  3  per  cent,  is 
allowed  by  the  government  on  the  fund. 

If  a  bank  suspends  payment  of  its  notes,  interest  is  pay- 
able thereon  at  the  rate  of  5  per  cent,  per  annum  until  the  day 
named  for  Oieir  redemption,  of  which  public  notice  is  given  by 
the  liquidator,  after  which  interest  payments  cease.    If  after 
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the  expiration  of  two  months  from  the  date  of  suspension  the 
liquidator  hag  no  funds  to  redeem  the  notes,  the  Minister  of 
Finance  may  redeem  them  out  of  the  Circulation  Fund  If 
payment  made  from  the  fund  exceeds  the  contributions  of  the 
fj-Jed  bank,  the  other  banks  must  recoup  the  fund  pro  rata  for 
the  amount  of  the  excess,  with  right  of  recovery,  of  course 
agamst  the  assets  of  the  failed  bank.  For  this  purpose,  how- 
ever, no  bank  shall  be  required  to  pay  in  any  one  year  mor« 
than  1  per  cent,  of  the  average  amount  of  its  notes  in  circu- 
lation. 

Banks  must  make  arrangements  to  redeem  their  circula- 
uon  at  par  and  must  maintain  agencies  for  that  purpose  at 
S™?*?.' .*'°"*'^*''  Halifax,  St.  John,  Winnipeg,  Victoria, 
Lharlottetown,  Regina  and  Calgary,  and  at  such  other  places 
Boa'd^'       ""  *°  *''"^'  ^  designated  by  the  Treasury 

In  making  a  payment  a  bank  must,  if  required,  pay  in 
uominion  notes  m  denominations  of  $1,  $2  and  $5.  not  how- 
ever, exceeding  $100  in  any  one  payment. 

It  will  thus  be  seen  that  Canadian  bank  notes 
are  as  safe  and  sound  as  it  is  possible  to  make  them 
They  possess  the  quality  of  elasticity  to  a  remark- 
able degree  They  are  superior  to  any  government 
paper  issue  because  of  this  very  quality  of  elasti- 
ctty.  Canada  is  fortunate  in  possessing  one  of  the 
most  efficient  bank-note  systems  in  the  world. 

I.    Review  Questions  on  Text. 

1.  What,  in  general,  is  the  difference  between  "general" 
deposits  and  "special"  deposits? 

2.  What  is  meant  by  "kiting"  cheques  and  drafts? 

A  1  ,    "'?*"''?  the  ch'ef  provisions  of  the  first  Dominion  Bank 
Act  (see  Breckenridge). 

4.  Why  will  a  bank  usually  make  a  loan  to  a  depositor  on 
more  advantageous  terms  than  to  a  non-depositor? 

5.  Should  a  bank  pay  interest  on  daily  balances? 

6.  What  IS  the  value  of  a  good  banking  connection? 

I.  JJistinguish  between  investment  and  industrial  loans. 
8.  Why  are  Canadian  banks   prohibited  from  making 

mortgage  loans  ? 

Ko„i,^V  ^D*  T"^  ^5*  characteristics  of  the  earliest  Canadian 
banks?    (Breckenridge,  Chapter  I). 

10.  Describe  the  main  features  of  the  first  private  joint 
stock  banks  of  Canada.    (Chapter  II).  •.«  jomi 

II.  Explain  the  causes  of  the  failure  of  the  free  banking 
plan  m  Canada. 
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[  II.    Review  Questioni  on  Lesson. 

12.  What  force  have  bank  by-laws? 

13.  What  are  the  powers  and  duties  of  directors? 

14.  Should  the  double  liability  feature  of  Canadian  bank 
shares  be  abandoned? 

Questions  requiring  Written  Answers. 

15.  What  is  the  value  of  the  shareholders'  audit? 

16.  Explain  the  basis  upon  which  note  issues  are  made  by 
I  Canadian  banks. 

17.  Under  what  conditions  may  "investment"   loans   be 
i  wisely  undertaken  by  the  banks? 

18.  Raise  any  point  that  has  given  difficulty,  either  in  the 
textbooks  or  the  lesson. 
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LESSON  IV. 
The  Canadian  Banking  System. 
(Continued). 
Read,  Money  and  Banking,  Chapters  22  and  23. 

Breckenridge,  History  of  Banking  in  Canada,  Chap- 
ter 5.  (A  treneral  knowledge,  only,  of  this  chapter 
IS  required). 

Business  and  Powers  of  a  Bank. 

The  business  and  powers  of  a  bank  may  be  very  briefly 
sketched.    Section  76  of  the  Act  states  that  a  bank  may : 
(a)  Open  branches  and  agencies. 
(6)  Deal  in  gold  and  silver. 

(c)  Discount  and  lend  upon  bills  of  exchange,  promissory 
notes  and  other  negotiable  securities,  or  the  stock,  deber  lures 
and  obligations  of  municipal  and  other  corporations. 

(d)  Engage  in  and  carry  on  such  business  generally  u 
appertains  to  the  business  of  banking. 

Except  as  authorized  by  the  Act,  the  bank  shall  not,  di- 
rectly or  indirectly : 

(a)  Deal  in  the  buying  or  selling  of  goods,  or  engage  in 
any  trade  or  business  whatsoever. 

(6)  Purchase  or  deal  in  or  lend  money  upon  any  bank 
stock,  mcluding  its  own — 

(c)  Lend  money  or  make  advances  upon  the  security  of 
lands,  tenements  or  immovable  property,  or  of  any  ships,  or 
upon  the  security  of    ny  goods,  wares  or  merchandise. 

A  bank  may  hold  real  property  for  its  own  use  and  occu- 
pation. It  may  take  a  mortgage  on  real  estate  or  personal 
property  by  way  of  additional  security  for  a  debt  already  con- 
tracted. No  bank,  however,  is  allowed  to  hold  property  for  its 
own  use  and  occupation  longer  than  twelve  years. 

Warehouse  Receipts  as  Collateral  Security. 

A  bank  may  lend  money  upon  the  security  of  standing 
timber  and  on  the  rights  held  by  persons  to  cut  or  remove  such 
timber. 

Power  is  given  to  advance  money  for  building  ships  and  to 
take  such  security  thereon  as  is  permissible  for  individuals 
under  the  laws  of  the  respective  provinces. 

J  lUT'^Jf  ?.'^*°  *°  advance  money  on  warehouse  receipts 
and  bills  of  lading.  *^ 


The  income  of  banks  is  derived  from  discounts, 
interest  on  their  own  capital,  cuarges  for  exchange 
and  collection,  from  investments,  and  profit  from 
the  issue  of  bank-notes.  The  banks  are  productive 
economic  agents,  performing  important  services 
for  industry  and  commerce.  They  produce  wealth 
just  as  truly  as  the  factory  and  the  farm.  Through 
their  activities  the  modern  exchange  economy  is,  to 
a  large  extent,  made  possible. 


"Section  88." 

Section  88  of  the  Bank  Act  has  permitted  the  Canadian 
banlfs  to  become  practically  silent  partners  in  the  industrial 
and  agricultural  life  of  the  nation.  The  clauses  in  Section  88 
give  the  "exceptions"  to  the  general  rule  that  the  banks  may 
not  directly  or  indirectly  engage  in  trade  and  commerce ;  but 
these  exceptions  are  so  numerous  and  important  that  they  have 
become  the  rule.  The  principal  instances  in  which  the  banks 
may  aid  trade,  commerce  and  agriculture,  are  as  follows: 

1.  The  bank  may  lend  money  to  any  wholesale  purchaser 
or  shipper,  or  dealer  in  products  of  agriculture,  the  forest, 
quarry  and  mine,  or  the  sea,  lakes  and  rivers,  or  to  any  dealer 
in  live  stock  or  dead  stock. 

2.  The  banks  may  lend  money  to  a  farmer  upon  the  secur- 
ity of  his  threshed  grain  grown  upon  the  farm. 

3.  The  bank  may  lend  to  a  manufacturer,  upon  the  secur- 
ity of  his  goods  and  wares. 

4.  With  the  consent  of  the  bank  any  of  the  above- 
mentioned  goods  may  be  removed  for  sale  provided  they  are 
replaced  with  goods  of  like  kind  and  quality,  in  which  case  the 
substituted  goods  shall  take  *he  place  of  the  original  security. 

5.  The  bank  shall,  by  virtue  of  such  ^  'curity,  acquire  the 
same  rights  and  powers  in  respect  to  the  ducts  or  grain  so 
covered,  as  if  it  had  acquired  the  same  .  irtue  of  a  ware- 
house receipt;  but  the  wages,  salaries  or  other  remuneration 
of  persons  employed  shall  constitute  a  prior  claim. 

All  advances  secured  under  Sections  86-88  have  priority 
to  the  claim  of  an  unpaid  vendor,  unless  he  had  a  lien  upon 
the  goods  of  which  the  bank  was  aware.  One  of  the  best  fea- 
tures of  this  power  given  to  the  banks  to  advance  money  on 
goods  in  process  of  manufacture,  is  that  the  manufacturer  can 
keep  his  business  going  and  practically  discount  future  sales 
to  meet  present  needs.  Notwithstanding  all  the  criticism  that 
has  been  launched  against  our  banks,  it  cannot  be  denied  that 
they  have  been  a  mighty  force  in  the  development  of  the 
nation's  trade  and  commerce,  and  in  extending  national  pros- 
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perity.     As  has  been  said,  the  banks  are  practically  "silent 
partners"  in  Canadian  industry. 

Interest  Rates. 

A  bank  may  ajrree  upon  the  rate  of  interest  which  a  bor- 
rower must  pay,  and  may  exact  such  interest  in  advance,  but 
no  higher  rate  than  7  per  cent,  is  recoverable  at  law. 

Canadian  banks  have  bet  charged  with  levying  a  much 
higher  rate  of  interest  than  7  per  cent.— as  much  as  8  to  12 
per  cent,  having  been  charged,  especially  in  the  West.  But 
critics  should  not  lose  sight  of  the  fact  that  it  costs  more  to 
transact  business  in  the  West  than  in  the  East.  Rents,  salaries 
and  general  expenses  are  much  higher.  While  it  is  admitted 
that  rates  as  high  as  12  per  cent,  have  been  charged,  it  has 
generally  been  because  of  the  great  risk  run.  Borrowers  who 
do  not  deposit  to  any  extent,  and  who  can  not  show  successful 
records,  must  expect  to  pay  more  than  the  usual  rates.  How- 
ever, it  may  be  said  that  the  ordinary  rate  of  discount,  through- 
out Canada,  does  not  go  higher  than  6  per  cent. 

Banks  may  pay  upon  deposits  any  rate  they  choose.  By  a 
tacit  understanding  the  Canadian  banks  pay  3  per  cent  as  a 
general  rule ;  although  the  Weybum  Security  pays  a  somewhat 
higher  rate,  4  per  cent.  It  may  be  said  here  that  the  chartered 
banks  fee!  a  grievance  against  the  Government  and  Postal 
Savings  Banks  in  that  the  latter  also  pay  3  per  cent,  on  de- 
posits. The  Government  institutions  are  not  subjected  to  the 
ordinary  risks  of  commercial  banking,  and  do  not  give  the 
same  facilities  as  the  chartered  banks  to  depositors.  In  fact 
tne  Government  and  Postal  Savings  Banks  are  little  more  than 
depositaries  for  the  savings  of  the  people.  They  hold  a  re- 
serve of  10  per  cent,  in  gold,  and  use  the  balance  of  the  deposits 
fw  ?°^«n""™t  purposes.  It  is  for  this  reason,  therefore, 
that  there  IS  a  general  feeling  among  the  chartered  banks  that 
S  per  cent.  IS  too  high  a  rate  for  the  Government  to  pay- 
especially  as  the  return  should  be  adjusted  to  the  pure  interest 
rate,  risk  being  practically  eliminated.  mierest 

Bank  Mergers. 

There  have  been  several  important  mergers  of  Canadian 
banks  in  recent  years;  and  a  feeling  grew  up,  which  found 
wide  expression  in  the  press,  that  there  was  danger  of  the 
ronnation  of  a  '  money  trust"  in  this  country.  Much  good  ink 
and  paper  were  used  up  to  show  just  how  twenty-three  men 
controlled  the  financial  destinies  of  Canada,  and  how  the  mere- 
ing  of  the  interests  of  smaller  banks  with  larger  institutions 
meant  less  opportunity  for  the  Canadian  business  man  and  the 
Canadian  people.    But  nothing  is  farther  from  the  facts 


Big,  strong  banks  do  not  mean  less  competition,  but  more. 
At  any  rate,  competition  in  itself  may  not  mean  lower  rates  to 
the  borrower,  but  higher.  Where  four  or  five  banks  are  doing 
the  business  of  a  small  town  where  two  or  three  alone  are 
necessary,  there  are  bound  to  be  losses  to  all  concerned.  These 
expenses  must  be  made  up  in  some  way,  and  in  the  end  they 
come  out  of  the  public.  It  is  better  for  all  concerned  that  only 
sufficient  branches  be  established  to  meet  the  demands  of  busi- 
ness ;  duplication  of  service  merely  means  additional  expenses 
to  the  banks  and  higher  interest  rates  to  the  public. 

Purchase  of  the  Assets  of  a  Bank. 

In  order,  however,  to  safeguard  all  interests,  the  act  as 
amended  in  1913  put  into  force  certain  provisions  to  cover 
bank  mergers. 

Before  a  bank  can  enter  into  any  agreement  to  sell  the 
whole,  or  any  portion,  of  its  assets  to  another  bank,  it  is  neces- 
sary to  obtain  the  consent  of  the  Minister  of  Finance  in  writ- 
ing. The  agreement  must  then  be  submitted  to  tho  shareholders 
of  the  selling  bank  either  at  the  annual  or  a  special  meeting. 
A  copy  of  the  agreement  must  be  mailed  to  each  of  the  share- 
holders, at  least  four  weeks  previous  to  the  date  of  the  meeting. 

To  effect  the  sale  votes  of  shareholders  representing  not 
less  than  two-thirds  of  the  value  of  the  subscribed  capital 
stock  must  be  cast  in  its  favor.  The  agreement  may  then  be 
executed  under  the  seals  of  the  banks,  and  application  made 
to  the  Governor-in-Council  (practically  the  Cabinet)  through 
the  Minister  of  Finance,  for  approval. 

If  the  agreement  provides  for  payrr'nt  in  whole  or  in  part 
in  the  shares  of  the  purchasing  ban'  the  approval  of  the 
shareholders  of  that  bank  must  first  be    otained. 

The  approval  of  the  Cabinet  is  not  given  until  the  Minister 
is  satisfied  that  all  the  requirements  of  the  act  have  been  met, 
and  the  necessary  publicity  in  the  "Gazette"  and  certain  news- 
papers given.  The  notes  of  the  bank  that  is  absorbed  must  be 
called  in,  redeemed  and  cancelled,  as  soon  as  possible. 

Much  has  been  said  in  Canada  in  recent  years 
concerning  the  menace  of  the  "money  trust."  in  so 
far  as  this  criticism  has  been  directed  against  the 
banks  it  is  utterly  groundless.  A  great  number  of 
small,  local  banks  would  medn  less  competition,  not 
more.  There  is  strong  competition  among  the 
banks  in  Canada,  as  is  evidenced  by  the  surprisingly 
uniform  rate  of  discount  in  every  section  of  the 
country.  Competition  has  reduced  inequalities  to 
a  minimum  everywhere. 


Returns  to  GovKmment. 

Banks  must  send  to  the  Minister  of  Finance  a  statement 
at  the  end  of  each  month  in  a  specified  form.  The  Minister 
may  call  for  special  returns  from  any  ba.-^k  at  any  time. 

Payments  to  Minister  of  Finance. 

Within  three  years  after  a  bank  has  gone  into  liquidation,  ' 
the  liquidator  must  pay  to  the  Minister  of  Finance  all  amounts 
due  to   shareholders   or  depositors  remaining  unclaimed,  to- 
gether with  interest  dui .    The  Government  holds  the  money  in 
trust,  and  must  pay  for  six  years  interest  at  3  per  cent,  on  all 
interest-bearing  deposits.    Liquidators  must  also  pay,  within  , 
three  years,  to  the  Minister  of  Finance  an  amount  equal  to  the  ' 
excess  of  the  outstanding  notes  above  th->  amount  to  the  credit 
of  tht!  failed  bank  in  the  Circulation  Redemption  Fund,  the 
money  to  be  held  for  the  redemption  of  the  outstanding  notes. 

If  the  property  of  a  bank  if  insufficient  to  pay  its  liabili- 
ties, each  shareholder  shall  be  liable  for  the  deficiency  to  an 
amount  equal  to  the  par  value  of  the  shares  held  by  him,  in 
addition  to  any  amount  not  paid  up  on  such  shares. 

Changes  in  Bank  Statements. 

Tl.i  Act  of  1913  made  several  important  additions  to  the 
various  statements  that  must  be  submitted  by  the  hanks,  the 
chief  of  which  are  as  follows : 

Hereafter  the  gold  and  Dominion  notes  held  by  the  banks  '. 
must  be  stated  separately.  The  same  holds  true  of  notes  and  I 
cheques  of  other  banks.  By  this  change  the  notes  of  other  , 
banks  can  be  arrived  at,  and  the  exact  circulation  in  the  hands 
of  other  banks  ascertained.  The  former  heading  "Bank  Prem-  ; 
ises"  now  reads :  "Bank  Premises  at  not  more  than  cost,  less 
amount,  if  any,  written  off."  < 

"Deposits  in  the  Central  Gold  Reserves"  is  an  interesting 
item,  the  nature  of  which  has  already  been  explained. 

"Loans  to  Cities,  Towns,  Municipalities,  and  School  Dis- 
tricts" show  the  amount  of  temporary  assistance  granted  by 
the  banks  to  these  several  authorities.  These  advances  are 
made  in  part  in  anticipation  of  taxes,  but  mostly  in  connection 
with  proposed  bond  issues,  where  the  by-laws  authorizing  them 
have  already  been  passed.  The  amount  of  bank  loans  to  muni- 
cipalities is  a  good  Index  of  the  future  trend  of  the  market  for 
bonds,  and  should  prove  very  helpful  information  to  both 
brokers  and  municipalities  with  respect  to  future  bond  issues, 

"Acceptances  under  Letters  of  Credit"  on  the  liabilities 
side  is  offset  on  the  asset  side  by  "Liabilities  of  Customers 
under  Letters  of  Credit,  as  per  Contra."    Although  the  bank  is 


•directly  liable  to  its  correspondents,  these  acceptances  are 
drawn  asainst  bills  of  lading,  and  the  obligation  is  further  pro- 
tected by  the  financial  standing  and  credit  of  the  customer 
himself. 

"Bills  Payable"  is  one  of  the  most  important  of  the  new 
headings.  It  applies  only  to  those  banks  who  do  a  large  busi- 
ness in  Great  Britain  and  Europe.  "Bills  Payable"  is  not  de- 
fined by  the  Bank  Act,  but  the  intention  is  that  the  term  should 
include  all  drafts,  other  than  demand  and  sight,  drawn  upon 
and  accepted  by  agents  and  correspondents  in  Great  Britain 
and  Europe. 

These  bills  originate  in  the  regular  course  of  foreign  ex- 
change business.  Some  of  them  are  thirty  or  sixty  days  bills 
sold  to  customers,  w>-o  prefer  this  method  of  remittance  to  that 
of  purchasing  demand  drafts  or  cable  transfers.  Others  may 
arise  throui'h  a  desire  to  anticipate  a  change  in  the  rate  of 
exchange.  They  are  known  as  "finance  bills"  as  they  arise 
through  a  monetary  transaction  and  not  through  the  shipment 
of  goods. 

I.    Review  Questions  on  Text. 

1.  Of  what  use  is  merchandise  as  collateral? 

2.  What  are  the  risks  run  through  lending  on  warehouse 
receipts? 

3.  From  what  sources  is  credit  information  secured? 

4.  What  are  the  functions  of  the  commercial  note-broker? 

5.  What  service  does  the  dealer  in  commercial  paper  per- 
form? 

6.  Should  borrowers  be  obliged  to  keep  on  deposit  20  per 
cent,  of  their  loans? 

7.  What  were  the  causes  of  the  crisis  of  1873  in  Canada? 
How  did  the  crisis  affect  the  banks? 

8.  What  were  the  main  changes  made  in  the  decennial  re- 
vision of  the  Bank  Act  in  1880?  What  proposals  were  rejected, 
and  why? 


II.    Review  Questions  on  Lesson. 

9.  What  is  the  substance  of  "Section  83"  of  the  Bank  Act? 
Why  is  this  section  so  ir-^ortant? 

10.  What  are  the  powers  and  business  of  a  bank? 

11.  To  what  extent  are  warehouse  receipts  used  as  col- 
lateral security  in  Canada? 

12.  What  are  the  regulations  in  the  Act  with  respect  to 
interest  rates? 


Queitiont  requiring  Written  Amwert.  i 

mer^«  rCan.'d.'?*^'"  *"•  •''^•»'«««  "^o^d  through  bank  i 

taklnw?'"  **"* ""'  ^° '""'"  •'*'P *"  ""«"<=•  -nunicipal  under-  i 
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16.  Bring  up  any  difficulty  you  may  have  met  with.  ^ 


LESSON  V. 
The  Currency  of  Canadian  Banki. 

Read:  Money  and  Banking,  Chapters  30,  31,  32. 

Breckenridfe,  The  History  of  Banking  in  Canada, 
Chapter  6. 

As  far  as  Canada  is  concerned,  government  currency — the 
nature  and  extent  of  which  will  be  later  described — plays  a 
small  part  in  comparison  with  that  furnished  by  the  chartered 
banks.  The  currency  provided  by  the  latter  consists  of  two 
constituent  parts:  (1)  bank  notes,  and  (2)  deposit  accounts. 

The  Function  of  Bank  Notes. 

Under  normal  condit.ms  Canadian  bank  notes  are  not  a 
legal  tender,  differing  in  that  respect  from  the  notes  of  the 
national  banks  of  the  United  States.  The  effects  of  the  war 
upon  Canadian  note  issues  and  upon  banking  in  general  in  this 
country  will  he  fully  discussed  in  a  special  bulletin.  What  is 
said  here  has  reference  rnly  to  the  normal  conUitions  under 
which  the  country's  banking  is  conducted. 

Canadian  bank  notes,  then,  simply  consist  of  promises  to 
pay  legal  money  on  demand,  which  means  Dominion  Govern- 
ment notes  or  Canadian,  British  and  American  gold  coin. 
Silver  and  copper  coin  are  legal  tender  for  small  amounts  only 
— 110  and  25  cents,  respectively. 

The  June  statement  (1914)  shows  that  the  greatest 
amount  of  bank  notes  in  circulation  during  the  month  was 
$101,180,667.  These  notes  find  wide  and  easy  circulation  be- 
cause of  the  safeguards  with  which  they  are  surrounded.  These 
may  be  enumerated  as  follows : 

(1)  The  notes  have  a  first  lien  upon  the  assets  of  the  bank. 

(2)  They  are  protected  by  a  five  per  cent,  guarantee  fund, 
made  up  of  five  per  cent,  of  the  annual  average  circulation  of 
the  Canadian  banks.  This  fund  is  held  by  the  Minister  of 
Finance. 

(3)  If  a  bank  should  suspend  payment  the  notes  bear 
interest  at  5  per  cent,  until  the  day  named  for  their  redemp- 
tion, of  which  public  notice  is  given  by  the  liquidator,  fter 
which  ir'       ■'  on  the  notes  outstanding  ceases. 

(■-     "       eholders  in  banks  are  under  double  liability. 

It  -.  je  said,  in  passing,  that  not  a  dollar  has  been  lost 
by  a  Canadian  note  holder  since  the  present  act  went  into  force 
m  1890. 


Notet  are  Elaitie. 

pis  HlSS^Sff^?^ 

cordmu  to  the  June  statement,  19I4?to1lll8u,775**'^'  ''" 
cZe%t7,».V'^i  '^^'^itherto  obtained  in  X 

ftrancAe,  ha,  been  developed,  which  carries  the 
most  ample  banking  facilities  to  every  part  of  the 

Emergency  Issues. 

th.  ri"""'^-*  "l""?*  °^  particular  strain  in  the  money  market 
the  Canadian  banks  may  issue  an  additional  supply  ofTot^ 


From  September,  to  the  end  of  the  following  February,  the 
banka  may  isaue  above  their  ordinary  limit  an  amount  equal 
to  16  per  cent,  of  their  combined  paid  up  capital  and  aurplus. 
Upon  thia  exceaa  they  muat  pay  to  the  government  a  tax  of  6 
per  cent,  until  it  ia  retired.  Obvioualy  the  banka  make  no 
profit  upon  notea  iaaued  under  theae  condition!. 

The  reviaed  act  of  1913  providea  for  an  additional  method 
of  iaauing  exceaa  circulation  at  any  time.  The  act  providea  for 
the  eatabllahment  of  a  Board  of  Truateea  at  Montreal  who  may 
receive  gold  from  the  banka  and  issue  notea  thereon  up  to  any 
amount  whatsoever.  Upon  notes  that  are  thus  ba.sed  upon  gold 
no  interest  ia  paid.  It  may  be  expected  that  the  banks  will 
make  large  U!;e  of  this  privilege.  It  has  been  pointed  out  that 
no  legal  reserve  ia  required  of  the  banks  in  Canada,  hence,  in 
ordinary  circumstances,  they  may  temporarily  withdraw  gold 
from  their  vaults  and  issue  additional  notes  when  the  country 
demands  that  method  of  payment.  The  privilege  will  be  par- 
ticularly helpful  at  times  of  moving  the  crops.  Of  course,  in  a 
period  of  crisia  or  in  monetary  stringency  a  bank  could  not 
weaken  its  poaition  by  withdrawing  gold  from  its  vaults  for 
that  purpose.  The  June  statement  (1914)  shows  that  the 
banks  had  on  deposit  with  the  Board  of  Trustees,  $3,050,000. 

A  bankitig  system  sft«»'g  its  rral  quality  in  times 
of  stress  and  r'mogle. .  That  is  the  testing  time  for 
institutions  a  rell  as  for  men.  Orer  and  over  again 
ovr  han!s  hare  justified  the  confidence  of  the  peo- 
ple in  them,  not  onlij  in  times  of  smooth  sailing 
when  business  seems  to  aliance  by  the  weight  of 
its  own  momentum,  hut  in  times  of  danger  and  dif- 
ficulty. The  government  has  wisely  provided  for 
such  emergencies;  and  our  banks  have  invariably 
met  with  success  every  crisis  they  have  been  called 
upon  to  face.  In  the  supreme  test  occasioned  by  the 
European  war  the  banks  once  more  have  demon- 
strated their  ability  to  lake  care  of  the  business  re- 
quirements of  the  people.  They  hare  more  than 
justified  the  confidence  the  Canadian  people  have 
placed  in  them. 

Deposit  Currency. 

The  same  statement  indicates  that  Canadian  chartered 
banKs  have  time  deposits  of  $663,650,230  and  demand  deposits 
of  $356,006,229.  Deposits  outside  of  Canada  stood  at  $103,- 
061,603. 

These  are  enormous  sums,  in  the  aggregate,  and  exceed 
the  note  circulation  many  times  over.    The  important  fact  to 
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f^™ TiLi  ""if  in  connection  with  the  deposits  is  that  they 
«^„  i  f?*  part-by  far  the  greater  part,  indeed-of  the  cur- 
rency of  the  country.  Business  men  draw  cheques  on  these 
and  settle  accounts  m  this  way,  and  not  by  the  payment  of  banl^ 
notes  or  Dominion  legal  tenders.  Indeed,  notes  are  used  mainly 
in  connection  with  retail  trade,  and  for  paying  working  men 
ne^iTT  ■■  "^'  ^^'T^«  "'^  P^'"=«<=^  °f  Canadian  bankTtS 
?o™ts  ^'  depositors  to  draw  cheques  against  their  ac 

How  Deposits  Arise. 

An  enormous  growth  has  taken  place  in  the  deposits  of 
Canadian  chartered  banks  during  the  past  decade  These  de 
Wrli^  ^t^i^^  *"y  ™^^?'  represent  savings.  Indeed,  a  very 
large  part  has  arisen  through   loans  granted  on  co  lateral 

Tntf^T  •?''"  '*"  «*  *?  ^^"^^  '"  thf  shape  of  depostac^ 
counts.  Business  men  settle  their  balances,  is  has  been  said 
by  cheque,  and  not  by  the  payment  of  notes     As  much  of  the 

be  found  that,  as  the  loans  increase,  the  deposits  also  grow, 
hnrt.,  "  «  ^T°!J*^  "'?  ^^''^  •=•""«  back  to  the  old  stage  of 
tifit  "P"!^  ''*?"•  '*  '^  *■■"«'  but  still  barter.  They  pMge 
the  property  they  have-securities  and  so  forth-at  the  bank 
th.  aJ  TT  "l  the  purchasing  power  granted  them  exchange 
Thufnrori  .4^  ^"W-" *' '^^^^  °^  ^^ich  they  stand  in  need 
hlwi^f^  '^  ""  their  way  to  completion  in  the  factory,  even 
before  they  are  ready  for  market,  may  be  pledged  at  tK  bank 
as  a  security  for  a  loan ;  which,  in  turn,  will  pemit  the  manu- 
facturer to  obtain  the  goods  he  needs.  The  ba™  insures  the 
transac  ion.    It  loses  if  the  goods  are  destroyed,  or Tf  the  crop 

Ifd  Z*f  th"?  *"  5"'"2°-  .T'"'»'  '"  '««'  analysis,  it  miy  be 
raid  that  the  function  of  a  bank  is  that  of  insurance.  ^ 
f  V.  u-n  another  illustration:  A  farmer  may  need  funds 
to  buy  a  bill  of  goods,  or  to  secure  machinery  for  f aim  work 
He  may  be  out  of  funds,  but  has  his  stock  and  equtarand 
his  crop  sown.  He  cannot  wait,  however,  until  the  barest  is 
gathered  to  secure  the  funds  to  meet  his  present  needs  Hs 
only  recourse  is  to  go  to  the  bank  for  the  funds  he  needs 

On  a  two-name  note  he  may  borrow,  say,  $100  He'then 
can  make  immediate  purchase  of  what  he  needs  He  looks  to 
his  crops  on  their  way  to  fruition,  to  liquidate  the  debt     When 

^'e^cr^afon^e^'^ritrd^^ellJir^^^^^^^^ 

his  debts  at  the  bank.  '^^Zt'YZ'te  "wVo^trttS 

„,..i]!f  ^'""P'^  "coins"  his  future  goods— hia  crop.s— into  a 
present  means  of  payment.    He  exchanges  his  future  product^ 


for  the  goods  he  needs,  here  and  now.  It  amounts  merely  to 
the  bartering  of  goods  for  goods.  It  is  in  this  .sense  that  credit 
may  be  said  to  be  a  refined  state  of  barter. 

Putting  it  in  a  short  statement,  credit  may  be  defined  as: 
"The  coining  of  future  goods  into  a  present  means  of  pay- 
ment." Where  credit  is  not  based  on  the  actual  production  of 
future  goods  it  is  unsound  and  speculative  in  nature.  Much 
of  recent  Canadian  operations  has  been  of  this  class.  Men 
secured  credit  at  the  banks,  bought  real  estate  and  other  specu- 
lative property,  on  the  partial  payment  plan.  They  bought  not 
as  an  investment,  but  merely  looked  for  a  rise  in  the  market  in 
order  to  sell  at  a  profit.  When  they  were  suddenly  called  upon 
to  pay  they  had  not  the  means  of  meeting  their  obligations,  and 
were  forced  to  sell  their  holdings  at  a  sacrifice.  The  market 
was  glutted ;  prices  fell  and  depression  and  hard  times  followed. 

If  Canada  had  borrowed — as  the  farmer  in  our  illustra- 
tion did — for  productive  operations  she  would  have  been  on  a 
sound  basis,  for  the  goods  would  have  been  forthcoming  in  due 
season  to  meet  all  obligations.  There  might  have  been  a  decline 
in  prices  due  to  a  heavy  selling  movement,  but  there  could  not 
have  been  any  period  of  lasting  depression. 

The  Part  the  Banks  Play. 

What  is  the  role  of  the  banks  in  these  operations?  They 
guarantee  that  the  obligations  of  the  farmer,  the  merchant,  or 
the  manufacturer  will  be  met.  In  other  words,  they  issue  their 
notes  or  grant  deposit  accounts,  which  afford  an  instant  means 
of  making  payment.  If  the  crops  are  destroyed  or  the  mer- 
chant's goods  lost  by  fire  or  failure,  the  banks  ultimately 
carry  the  loss.  In  a  very  real  sense,  therefore,  it  may  be  said 
that  the  function  of  the  banks  is  that  of  insurance. 

The  services  thus  rendered  to  the  community  by 
the  institution  of  credit  are  inestimable.  It  should 
be  noted,  too,  that  the  institution  tvhich  thus  coins 
saleable  property  into  a  means  of  payment  for  ihe 
borrower  does  so  only  after  deciding  that  the  goods 
at  the  basis  of  the  transaction  are  marketable;  that 
is,  that  notes  or  bills  in  any  trade  are  safe  business 
paper  to  discount.  In  a  toord,  the  act  of  coining 
property  into  on  immediate  means  of  payment  is 
done  on  the  responsibility  of  the  lender;  if  the  goods 
behind  the  paper  are  not  saleable  the  lender — the 
bank — must  stand  the  loss.  Hence  the  supreme 
necessity  on  the  part  of  the  banker  of  judging  cor- 
rectly the  value  of  the  paper  offered  to  him  for  dis- 
count. 


J  ill 


Notes  and  Deposits. 

As  against  the  huge  deposits  in  Canadian  banks  already 
mentioned,  the  banlts  have  a  relatively  small  note  issue  — 
amounting  to  only  $101,180,667  at  this  period  (June,  1914) .  A 
borrower  has  the  option  of  taking  notes  or  running  a  deposit 
account.  Wholesalers,  manufacturers  and  men  in  general  who 
are  carrying  on  a  large  business  generally  keep  their  borrow- 
ings in  the  form  of  deposits,  against  which  they  draw  cheques. 
Retail  business  men,  farmers  and  small  dealers  make  more 
intensive  use  of  notes.  But  there  is  no  essential  difference  in 
the  credit  afforded,  whatever  form  it  assumes. 

Notes  are  merely  promises  to  pay  l»gal  money,  whether 
issued  by  the  bank  or  the  individual.  '  le  only  difference  be- 
tween the  note  of  the  bank  and  that  of  the  individual  is  the 
power  of  wider  circulation  of  the  former,  due  to  its  strong 
financial  position.  As,  however,  the  bank  note  is  used  as  cur- 
rency, special  safeguards  are  thrown  around  it  to  make  it  per- 
fectly safe  and  secure.  These  safeguards  have  been  already 
described. 

Wide  Use  of  Credit. 

If  one  thing  above  another  distinguished  modem  industry 
from  methods  of  the  past  it  is  the  wide  use  of  credit.  It  espe- 
cially characterizes  the  business  activities  of  the  great  indus- 
trial nations — the  United  Kingdom,  the  United  States  and  Ger- 
many. France,  of  course,  also  makes  wide  use  of  credit,  but 
still  clings  to  the  use  of  money  to  a  far  greater  extent  than  the 
other  countries  mentioned.  The  bank  notes  which  circulate  in 
France  to  a  very  wide  extent  are,  of  course,  only  a  particular 
form  of  credit.  But  the  use  of  the  cheque  and  deposit  business 
is  not  as  highly  developed  there  as  in  the  other  leading  com- 
mercial nations. 

Should  Deposits  be  Guaranteed? 

A  demand  has  arisen  in  some  quarters  in  recent  years  for 
government  guarantee,  or  some  other  form  of  guarantee,  of 
bank  deposits.  At  present  the  depositor  comes  fourth  as  a 
claimant,  if  the  bank  fails.    The  order  is : 

1.  The  note  holder. 

2.  The  Dominion  Government. 

3.  The  Provincial  Government. 

4.  The  depositor. 

However,  the  demand  for  a  guarantee  can  hardly  be  met. 
Business  men  must  accept  business  risks.  The  strong  bank 
should  not  be  burdened  with  the  load  of  carrying  a  weaker 
bank,  and  thus  lose  the  fruits  of  careful,  conservative  manage- 


ment  And  the  government  should  no  more  be  asked  to  guar- 
antee the  security  of  a  business  man's  account  any  more  than 
it  should  guarantee  his  success  in  business.  Men  and  institu- 
tions must  stand  or  fall  on  their  own  merits. 


Questions  for  Review. 
I.    On  Text. 

1  What  brought  about  the  exceptional  prosperity  in 
Canada  between  1870-73?    What  caused  the  crisis  of  1873? 

2.  Explain  the  reason  for  the  multiplication  of  new  banks 
in  Canada  during  this  period. 

3.  What  bank  losses  were  sustained  because  of  the  crisis 

of  1873?  .,      ,  .    ,^    J  .  , 

4.  What  were  the  chief  points  considered  in  the  decennial 
revision  of  the  Bank  Act  in  1880?  .    ,.    . 

5.  What  were  the  arguments  advanced  in  behalf  of  a 
bond-secured  bank-note  issue?  What  arguments  were  ad- 
vanced in  favor  of  government  inspection? 

6.  Why  were  bank  notes  given  a  prior  lien? 

7.  What  new  bank  charters  were  granted  in  the  years 
1882-1886?  .  ,    „    ^  „    . 

8.  What  brought  about  the  failure  of  the  Exchange,  Man- 
time,  London  and  Central  Banks? 

9.  It  has  been  said  that  there  are  four  factors  to  be  con- 
sidered with  respect  to  the  protection  afforded  to  Canadian 
bank  depositors  .nd  note  holders,  namely:  legal  tender  re- 
serves ;  call  loans,  stocks  and  bonds  and  other  securities  on 
hand;  double  liability  of  stockholders.    Do  you  agree? 

10.  What  is  the  relationship  of  Canadian  banks  to  the 
work  of  Wall  Street? 

11.  What  are  the  coi.iitions  under  which  Canadian  banks 
may  make  loans  to  manufacturers,  wholesalers  and  fanners? 

12.  Do  banks  make  more  than  a  reasonable  profit  on  their 
note  issues?  What  factors  must  be  considered  in  determining 
the  profits  on  note  issues? 

13.  What  reserve  is  held  by  the  government  against  de- 
posits in  the  postal  savings  banks? 

14.  Why  should  bank  notes  be  protected  more  than  deposit 
accounts? 


II.    On  Lesson. 

15.  Should  Canadian  bank  deposits  be  guaranteed? 

16.  From  the  borrower's  point  of  view,  what  is  the  dif- 
ference between  receiving  bank  notes  and  opening  a  deposit 
account  at  the  bank? 


of  fni^J^^"^  '*•  T^°"'  ^y  '"y'^ff  **>»*  ""edit  is  the  coining 
of  future  goods  into  a  present  means  of  payment"' 

notesYdSVb'il-^T'eifhange'"''"''  '='^'"'^^-  """""'""^ 

of  ex^change""'  *"""  ''"'^  "'^"  ^'"°''  ""''  '"^*  "^  «  "e^'™ 

21.  How  can  a  bank  fail  when  its  assets  are  greater  than 

banST*  '""'"'*'''•    ^'"'*  '^^°"  ""^^  '^^'  imprf^rupon  the 

nr^t^^'K^'f'  *'l""'d  any  more  care  be  taken  by  the  banker  to 
protect  bank  notes  than  to  protect  deposits? 

^d.  A  bank  wishes  a  strong  reserve."  "A  bank  wishes 
as  small  a  reserve  as  possible.  A  reserve  is  idle  money  '^  Can 
these  statements  be  recor,  led'  money.     i,an 

any  fnd«  nV^h  ™°"'*''y  bank  statements  of  loans  and  deposits 
Explain  '^      ™'  ''"«""e«s  conditions  of  the  country? 

Questions  requiring  Written  Answers. 

.  26.  Is  there  really  less  money  in  a  country  in  times  of 

l)U8ines8  depression?    If  there  is  as  much  monTy  as  Wore 

why  can  not  the  banks  lend  to  the  same  extent  as  in  timp«  of 

prosperity?    What  actually  do  the  ba"ksfend?  ''  °^ 

t»,»  vir.'^    f      ""^  ^''?"'!'  *"*  ^"*  '0  »'ve  the  community  it  serves 
the  kind  of  service  desired.    If  deposit  currency  is  desired  1»? 

JJ.l^'of  ^«^^f««'^o.m  in  giving  that  ser^fce    Lt  the Tme  be 
true  of  note  circulation."    Comment.     What  is  meant  bTde! 
posit  currency?    In  what  respects  do  notes  differ  from  if? 
*i-     .   f  tate  the  arguments  against  government  miaranteo 

2"8  S'"-    ^''  r^  '",  ^^°'-  °^  «"y  Wnd  of  g^?a"?ee ' 
^8.  Bring  up  any  difficulties.  is"°"iiiu;e. 
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LESSON  VI. 
The  National  Banking  System. 

Read :  Money  and  Banking,  Chapters  25  and  26. 

Breckenridge,  The  History  of  Banking  in  Canada, 
Chapter  6. 

By  far  the  largest  and  most  important  example  of  a  decen- 
tralized banking  system  is  found  in  the  United  States.  An  at- 
tempt, however,  to  secure  some  sort  of  co-operation  among  the 
banking  organizations  of  the  country  has  been  made  recently 
by  the  passing  of  the  Federal  Reserve  Act  (191.S),  the  nature 
of  which  will  be  described  in  Lesson  VIL 

There  are  three  kinds  of  banking  institutions  in  the  Unit- 
ed States  that  require  consideration.  These  are,  the  national 
banks,  the  state  banks,  and  the  trust  companies.  The  two  lat- 
ter do  not  issue  notes — the  trust  companies,  because  they  have 
no  power  to  do  so,  and  the  state  banks  because  their  notes  are 
subject  to  a  tax  of  10  per  cent,  by  the  national  government. 
Hence,  the  function  of  note  issue  is  reserved  for  the  national 
bank,,  as  was  intended.  These  banks  were  established  in  1863, 
and  were  an  outgrowth  of  the  Civil  War.  Mr.  Chase,  Secretary 
of  the  United  States  treasury,  was  obliged  to  find  funds  to 
finance  the  great  war  that  was  waging  between  the  North  and 
South.  Among  other  measure-s — including  the  issue  of  $450,- 
000,000  of  United  States  notes  commonly  called  "greenbacks" 
— he  established  the  national  banks.  The  banks  of  the  several 
states  were  utterly  inadequate  to  meet  the  needs  c  f  the  nation, 
it  is  true ;  but  Secretary  Chase's  idea  was  not  so  much  to  estab 
lish  an  ideal  banking  system  as  to  find  a  market  for  his  bonds. 
To  that  end  it  was  decreed  that  a  tax  of  10  per  cent,  should  be 
laid  on  the  note  issues  of  all  but  national  banks.  This  effec- 
tively shut  out  competition,  and  compelled  all  banks  that 
wished  to  exercise  the  function  of  note  issue  to  enter  the 
national  banking  system.  The  state  banks,  and  trust  com- 
panies— which,  in  the  United  States  do  a  very  large  cheque 
and  deposit  business  in  addition  to  acting  in  a  fiduciary  capa- 
city---are  thus  prevented  from  issuing  notes.  This  is  a  loss 
that  is  little  felt  in  the  cities  and  larger  centres,  where  the 
main  business  of  the  community  is  carried  on  by  drawing 
cheques  against  deposits. 

The  national  banks  may  issue  notes  on  depositing  govern- 
ment bonds  as  security  at  the  Treasury  of  the  United  States. 
The  bonds,  of  course,  remain  the  property  of  the  several  banks, 
which  receive  the  interest  upon  them.  Notes  may  be  issued  up 
to  the  par  value  of  the  bonds,  but  in  no  case  may  they  exceed 
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the  market  value  if  it  is  less  than  par.  The  bonds  protect  the 
notes  if  a  banlt  should  fail,  or  if  it  should  withdraw  from  busi- 
ness. In  addition  to  this  security  for  eventual  repayment,  each 
bank  must  keep  at  the  Treasury  a  cash  fund  equal  to  5  per 
cent,  of  its  circulating:  notes,  to  provide  for  their  immediate 
redemption  if  presented.  This  is  a  redemption  fund,  be  it 
noted,  and  not  a  guarantee  fund,  such  as  the  Canadian  banks 
keep  at  Ottawa. 

Each  individual  national  bank  may  issue  notes  only  up  to 
the  amount  of  the  bonds  deposited,  and  the  maximum  is  limited 
by  the  paid-up  capital.  The  changes  with  regard  to  note  cir- 
culation under  the  Federal  Reserve  Currency  Act  passed  in 
1913  will  be  later  described ;  it  suffices,  in  the  meantime,  to  say 
that  under  this  act  provision  is  made  for  a  greatly  extended 
note  circulation  on  the  basis  of  discounted  commercial  paper. 

Security  of  National  Bank  Notes. 

Through  this  strict  regulation,  national  bank  notes  are 
made  secure  beyond  any  question.  The!"  redemption  in  legal 
tender  money,  owing  to  the  compulsory  system  of  reserves,  is 
no  less  sure.  Hence,  the  notes  circulate  freely,  and  with  little 
likelihood  of  being  presented  by  the  public  to  the  issuing  bank, 
for  redemption.  Not  only  every  individual,  but  every  bank, 
treats  them  as  safe  currency,  and  pays  them  out  in  the  ordinary 
course  of  business.  Hence,  presentation  of  the  national  bank 
note  for  redemption  at  the  counter  of  the  issuing  bank,  rarely 
takes  place.  Nor  does  presentation  take  place  with  regularity 
at  the  National  Treasury,  where  the  five  per  cent,  fund  for 
redemption  is  kept.  Thus,  when  national  bank  notes  are  once 
put  into  circulation  their  tendency  is  to  remain  there. 

In  addition,  the  national  banks  are  anxious  to  keep  the 
notes  in  circulation  once  they  have  bought  the  bonds  for  their 
protection  and  deposited  them  with  the  Treasury.  It  costs 
something  to  buy  bonds,  and  it  may  involve  a  loss  to  sell  them. 
These  factors  have  operated  in  giving  the  United  States  a  per- 
fectly safe  bank  note  currency,  but  also  a  very  inelastic  one. 
In  other  words,  the  currenc  yhas  hitherto  lacked  the  capacity 
to  expand  or  contract,  according  as  the  conditions  of  business 
demand.  The  Canadian  bank  note,  on  the  contrary,  has  the 
element  of  elasticity  to  the  highest  degree.  As  no  special  se- 
curity is  pledged  for  its  support  the  bank  does  not  hesitate  to 
redeem  it  when  occasion  requires,  or  when  it  is  obliged  to  do 
so  through  clearing  house  transactions. 

The  gravest  defect  in  the  national  banking  sys- 
tem has  been  the  lack  of  elasticity  in  the  note  cir- 
culation.   The  demand  for  money  in  that  country 


it  irregular;  so  that  an  amoint  of  circulation  that 
hat  been  ample  for  ten  months  of  the  year  has 
frequently  proiied  deficient  for  the  remaining  two 
months.  This  has  caused  stringency  in  the  money 
market  and  involved  heavy  commercial  losses.  The 
federal  reserve  act  was  passed,  in  part,  to  remedy 
these  defects. 

Reserves  Against  Deposits. 

National  banks  are  required  by  law  to  keep  a  stated  pro- 
portion of  legal  tender  money — specie  or  notes — against  their 
{deposits.    There  is  no  legal  reserve  for  the  protection  of  the 
notes,  as  they  are  regarded  as  absolutely  secured  by  the  bonds 
X  behind  them.    It  should  be  carefully  noted  that  what  has  been 
I  said  applies  to  national  bank  notes.    As  will  be  shown  in  our 

i  next  lesson,  a  reserve  must  be  kept  against  federal  reserve 
bank  notes.  In  a  word,  the  student  should  observe  that  hence- 
forth two  kinds  of  bank  notes  will  circulate  in  the  United 
States:  (1)  national  bank  notes,  and  (2)  federal  reserve  bank 
notes. 

The  legal  reserve  against  deposits  differs  in  different 
places,  the  general  principle  being  that  there  shall  be  larger 
reserves  in  the  bigger  centres  of  population  and  smaller  re- 
serves in  the  less  important  communities.  Before  the  passing 
of  the  federal  reserve  act  of  1913  the  following  provisions  ob- 
tained with  respect  to  the  percentage  and  location  of  reserves : 
In  the  first  group  of  cities  a  reserve  of  25  per  cent,  of  the 
demand  deposits  was  maintained ;  in  the  second,  a  similar  pro- 
portion, but  half  of  it  might  be  deposited  at  larger  reserve 
centres ;  and  in  the  third  group — called  "country  banks" — the 
reserves  fell  to  15  per  cent.;  but  here  again  part  might  be 
loaned  elsewhere,  the  banks  being  required  to  keep  only  6  per 
cent,  actually  on  hand  in  their  vaults.  The  final  result  of  the 
reserve  system  as  a  whole  was  that  th"  national  banks,  on  the 
average,  did  not  hold  more  than  15  per  cent,  of  their  deposits 
in  cash.  The  rest  was  forwarded  to  the  larger  banks  in  the 
more  important  centres,  finally  being  concentrated  in  the  three 
central  reserve  cities — New  York,  Chicago  and  St.  Louis,  and 
of  these  three  principally  in  New  York.  Most  of  these  reserves 
went  to  New  York,  because  there  are  situated  the  great  ex- 
changes of  the  nation,  affording  opportunities  for  the  employ- 
ment of  capital.  So  much  criticism  was  directed  against  this 
system,  whereby  the  funds  of  the  different  sections  of  the  coun- 
try were  concentrated  in  New  York,  that  a  radical  change  was 
effected  by  the  Act  of  1913,  which  will  later  be  carefully  de- 
scribed. It  suffices  to  say  here  that  the  reserves  held  against 
demand  depoitits  were  reduced  to  18, 15  and  12  per  cent,  of  the 
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demand  deposits  of  the  central  reserve,  reserve,  and  country 
banks,  respectively.  Moreover,  under  the  new  act  an  attempt 
has  been  made  to  keep  the  reserve  funds  of  the  banks  in  the 
localities  m  which  they  have  originated.    One  important  de- 

S»^i,"''f  ^  -i*"^  S*"'  ^"^^  '^  *^*  requirement  placed  upon  each 
bank  of  holding  5  per  cent,  of  its  time  deposits  in  legal  money. 
,„  T'l^  provisions  for  determining  what  shall  constitute  the 
lawful  money  of  the  reserves  are  somewhat  complex.  In  the 
reserves  may  be  counted  the  specie  and  legaMender  notes  of 
the  United  States,  so  long  as  a  paper  legal  tender  exists.  But 
Clearing  House  certificates— unknown  in  Canada— which  re- 
present lawful  money  specially  deposited  for  the  purposes  of 
JhfJr  "v.*^  House  Association,  of  which  the  bank  owning 
them  may  be  a  memcer,  and  the  cash  reserve  of  five  per  cent 
tJ.I'^'"""',"'  T'".'^''  ^"'"^  ''""•'  's  required  to  keep  in  the 
deposit^'  "^  """"^^^  "  ^^^  "^  *''^  reserve  against 

,1.  ^t  ',j"  **  "hserved  that  much  KtresK  is  laid  upon 
tne  hnlchng  of  legal  reserves  by  the  national  banks 
of  the  United  States.  Fixed  reserves  undoubtedlii 
carry  with  them  an  element  of  security;  but  too 
much  may  be  expected  of  them.  In  time  of  stress 
a  bank  must  lend  to  support  its  customers;  but  fixed 
reserve  requirements  may  hamper  or  put  an  enl  to 
the  granting  of  credit.  In  Canada,  on  the  contrary 
there  are  no  legal  requirements  with  respect  to 
reserves  — the  banks  themselves  determine  what 
amount  of  legal  money  they  shmdd  keep  in  their 
vaults  to  meet  emergency  conditions.  The  Cana^ 
dtan  practice  is  more  efficient  provided  that  the 
banks  never  lose  sight  of  possible  dangers,  and  pre. 
pare  to  meet  them. 

Capital  Requirements. 

th.  ^^  ""  "?*  °*  ¥"'''  ^^'"''  *''«  minimum  capital  required  for 

of  three  thousand  or  less,  was  made  $25,000  in  the  hone  of 
bringing  the  system  within  the  reach  of  the  poorer  and  mn^ 

trwe'^t.^^"^''  '"^'■•!?«-  The  majority  of  the  ESe  bank's  S^ 
the  Western  communities— where  small  banks  are  most  needed 
—have  an  even  smaller  capital  than  $25,000,  hence  TisdXnlt 
to  start  a  national  bank  in  these  districts.    ItT^ser  ous  aucs 

thfcrirof 'l89st'r/!)^  ■"""'.  '^  '",*•-«  right  dfrSn'"t 
iv,L=^^.  J  ?2  ^^^  failures  of  small  banks  were  strikingly      i 

numerous ;  and  the  danger  of  failure  in  the  future  is  r,nt3i 
irreatly  reduced  with  the  entrance  of  National  blnks  "ntotJ^ 
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field.  Few  peraona  in  the  very  small  places  have  the  necessary 
experience  to  conduct  a  banking  business,  and  the  proper  dis- 
tribution of  risks  amontr  a  wide  circle  of  customers  can  seldom 
be  secured.  It  is  also  clear  that  the  addition  to  the  system  of  a 
large  number  of  small  banks  renders  much  more  difficult  the 
task  of  adequate  examination  and  supervision,  which  have  not 
been  any  too  well  conducted  in  the  past. 

9   Bank  Inspection. 

Bank  inspection  in  the  United  States  is  conducted  by  gov- 
ernment inspectors.  On  the  whole  it  has  not  met  with  all  the 
success  that  could  have  been  desired.  It  has  not  prevented 
failures;  indeed  it  would  be  too  much  to  expect  it  to  have  done 
so.  As  has  been  said  before,  inspection  can  do  little  more  than 
check  up  the  accounts,  verify  the  cash  on  hand  with  the  state- 
ments in  the  books,  and  act,  in  a  general  way,  as  a  restraining 
influence  upon  unsound  banking.  But  it  is  hopeless  to  expect 
examination  in  itself  to  do  more  than  reveal  fraud  or  unsound 
banking,  after  the  mischief  has  been  done.  We  must  look 
to  the  training,  the  experience  and  the  integrity  of  the  bankers 
themselves  to  safeguard  the  banks  of  the  nation. 

That  Government  inspection  has  not  accomplished  the  re- 
sults desired  is  evidenced  by  the  fact  that  in  several  centres  the 
Clearing  House  Associations  themselves  have  inaugurated  an 
inspection  system  of  their  own,  to  supplement  the  Government 
work.  This  should  be  a  sufficient  answer  to  those  Canadians 
who  have  found  in  Government  inspection  or  supervision  a 
panacea  for  all  our  financial  ills. 

National  Banks,  State  Banks  and  Trust  Companies. 

As  already  stated,  the  national  banks  by  no  means  occupy 
the  whole  field  of  banking  in  the  United  States.  Side  by  side 
with  them  are  the  state  banks  and  trust  companies  chartered 
under  the  laws  of  the  several  states. 

The  trust  companies  are  as  a  rule  simply  banks  of  deposit, 
differing  from  state  banks  only  in  that  their  business  is  less 
restricted  by  law,  and  that  they  engage  widely  in  investment 
operations.  In  addition  there  are  innumerable  private  bank- 
ing firms.  Most  of  those  which  call  themselves  "bankers  and 
brokers"  are,  as  a  rule,  brokerage  firms  acting  mainly  as  finan- 
cial middlemen,  and  often  solely  as  agents  for  speculators. 
Though  some  among  them  maintain  a  considerable  deposit 
business,  and  thus  are  bankers  in  the  strict  sense,  deposit 
banking  tends  to  be  confined  to  the  incorporated  banks  and 
trust  companies. 


— «- 


III"' 


The  State  Banks. 

The  state  banks  of  the  United  States — including  in  that 
term  all  the  institutions  outside  the  national  banlcins  system — 
do  a  business  very  nearly  equal  In  volume  to  that  done  by  the 
national  banks.  The  total  deposits  of  the  two  groups  are  al- 
most the  same  in  amount.  But  the  state  banks  are  not  ai 
strictly  limited  in  their  operations  as  are  the  national  banks, 
especially  with  respect  to  the  amount  of  legal  money  reserves 
that  must  be  held  against  deposits.  There  are,  indeed,  strict 
requirements  with  r'-nect  to  reserves  in  several  states espe- 
cially in  New  York  and  Mas.iachusetts  where  trust  companies 
and  state  banks  are  required  to  hold  substintial  reserves  in 
cash--but  the  requirement  is  usually  for  such  a  small  amount 
of  cash  as  to  be  useless.  The  state  banks,  as  a  rule,  may  man- 
age their  cash  holdings  in  such  a  way  as  will  secure  most  profit 
for  them.  This  means  that  they  reduce  their  reserves  to  the 
smallest  minimum  that  is  ccsistent  with  safety.  Therein  they 
follow  the  procedure  of  the  English  joint-stock  banks.  Like 
these  English  banks  they  keep  deposits  with  other  financial 
institutions,  to  which  they  turn  in  case  of  emergency.  The 
national  banks  of  New  York  especially,  have  acted  as  the  cus- 
todians of  the  reserves  of  state,  as  well  as  of  national  banks. 

The  whole  American  system  of  deposit  banking  has  thus 
brought  m  the  past,  a  great  concentration  of  responsibility 
upon  the  national  banks  of  the  reserve  cities,  and  especially  of 
New  York,  Chicago,  and  St.  Louis,  but  particularly  of  New 
York.  The  national  banks  of  New  York  have  occupied  a  posi- 
tion similar  to  that  of  the  Bank  of  England ;  they  have  been  the 
depositories  of  the  really  available  stock  of  free  cash,  and 
therefore  the  nerve  centre  of  the  whole  sensitive  system.  Natu- 
rally, a  panic  in  New  York  has  meant  imminent  danger  to  the 
whole  line  of  national  banks  allied  with  that  centre  through 
depositing  part  of  their  reserves  there.  There  has  been  a  bold 
attempt  to  remedy  this  situation,  and  to  reduce  the  dangers 
inherent  in  it,  by  decentralizing  the  resen'es  of  the  nation 
under  the  Federal  Reserve  Act.  The  plan  adopted  will  be  ex- 
plained in  detail  when  we  come  to  consider  the  changes  in  the 
national  banking  system  effected  by  that  Act. 

Money  at  Call. 

_  The  funds  which  reach  New  York  banks  as  the  deposit  of 
reserves"  of  other  banks,  are  put  to  such  uses  as  will  yield  a 
reasonable  return,  while  at  the  same  time  they  remain  avail- 
able to  meet  any  sudden  need  for  them  to  take  care  of  home 
requirements.  These  bankers'  aaposits  are  peculiarlv  subject 
to  large  and  sudden  draf U ;  hence  each  New  Yoil  ank  holding 
them  tries  to  keep  a  large  volume  of  assets  withiu  instant  com- 


mand.  The  re«ort  is  mainly  to  demand  loans  aecured  by  stock 
exchange  collateral.  It  i«  true  that  floating  funds  accumulate 
at  every  great  financial  centre — at  London,  Paris,  Berlin,  at 
well  as  at  New  Yorl<.  But  such  loans  occupy  a  more  prominent 
position  in  the  banliing  field  in  New  Yorl<  than  elsewhere;  and 
the  fluctuations  in  interest  rates  ate  greater  and  more  abrupt 
than  in  the  European  money  markets,  and  their  connection 
with  stock  exchange  speculation  tt  closer.  But  what  is  more 
important,  these  demand  loans  are  deceptive  with  regard  to 
their  real  availability  to  the  lending  banks.  While  any  one 
bank  may  call  them,  and  so  strengthen  its  position  when 
pressed  by  demands  from  depositors,  the  loans  are  no  real  re- 
source to  the  banks  as  a  whole.  A  huge  superstructure  of  de- 
posits in  the  country  at  large  has  thus  had  a  foundation  in  New 
York  narrower  than  is  indicated  by  the  apparently  available 
resources  of  the  individual  banks. 

As  pointed  out.  the  call  loans  in  New  York  could 
not  all  he  regarded  as  immediatelu  available  in  time 
of  crisis;  hut  in  normal  times  they  form  splendid 
secondary  reserves  for  the  hanks  in  the  interior 
v'hich  have  fonvarded  their  idle  funds  to  New 
York  to  find  temporary  investment.  These  call 
loans  are  almost  immediately  available  for  indi- 
vidual hanks  or  for  small  groups  of  banks.  Even 
funds  that  might  be  used  in  the  ordinary  way  as 
commercial  loans  may  well  be  sent  to  New  York; 
for  banks  must  keep  part  of  their  resources  in  an 
immediatelu  available  form.  This,  it  may  be  said 
in  passing,  is  the  justification  of  Canadian  bank 
loans  on  the  New  York  stock  exchange. 

Centralized  Banking. 

In  most  advanced  countries  general  banking  operations 
are  carried  on  by  a  comparatively  small  number  of  banks,  each 
of  them  large,  and  each  of  them  having  branches.  This  is  par- 
ticularly true  of  the  deposit  banks  of  Great  Britain  and  Can- 
ada. In  the  United  States  branch  banking  has  been  virtually 
unknown.  Thousands  of  banks,  scattered  all  over  the  country, 
have  gono  their  way  independently.  This  reveals  Jeep-seated 
habits  and  traditions.  A  prejudice  against  large-scale  institu- 
tions, as  tending  to  monopoly,  also  accounts  for  it.  Still  other 
important  factors  are  the  federated  political  system  and  the 
strength  of  local  feeling.  The  ease  of  establishing  small  insti- 
tutions, however,  and  the  competition  between  the  innumer- 
able banks  has  led  to  the  creation  of  many  small  banks,  giving 
credit  facilities  to  the  remoter  and  poorer  districts.     On  the 
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